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THE FUTURE OF SOCIAL SECURITY FOR THIS
GENERATION AND THE NEXT

TUESDAY, JUNE 24, 1997

HOUSE OF REPRESENTATIVES,
CoMMITTEE ON WAYS AND MEANS,
SUBCOMMITTEE ON SOCIAL SECURITY,
Washington, DC.
The Subcommittee met, pursuant to notice, at 9:59 a.m., in room
B-318, Rayburn House Office Building, Hon. Jim Bunning (Chair-
man of the Subcommittee) presiding.
[The advisory announcing the hearing follows:]

@)



ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS
SUBCOMMITTEE ON SOCIAL SECURITY

FOR IMMEDIATE RELEASE Contact: (202) 225-9263
June 17, 1997
No. SS-6

Bunning Announces Fourth Hearing in Series on
“The Future of Social Security
for this Generation and the Next”

Congressman Jim Bunning (R-KY), Chairman, Subcommittee on Social Security
of the Committee on Ways and Means, today announced that the Subcommittee will
hold the fourth in a series of hearings on “The Future of Social Security for this
Generation and the Next.” At this hearing, the Subcommittee will examine the
views of Social Security policy experts on Social Security reform. The hearing will
take place on Tuesday, June 24, 1997, in room B-318 Rayburn House Office Build-
ing, beginning at 10:00 a.m.

In view of the limited time available to hear witnesses, oral testimony will be
from invited witnesses only. However, any individual or organization may submit
a written statement for consideration by the Committee and for inclusion in the
printed record of the hearing.

BACKGROUND:

The Subcommittee’s first three hearings in the series have focused on the rec-
ommendations of the Advisory Council on Social Security, the fundamental issues
to consider when evaluating options for Social Security reform, the findings of the
1997 Social Security Board of Trustees, and the views of organizations with dif-
ferent generational perspectives on Social Security reforms.

A wide range of approaches have been proposed to restore Social Security’s finan-
cial solvency. These range from maintaining the program’s current structure to re-
vamping the system entirely. Various Social Security policy experts and policy insti-
tutes or “think tanks” have led the debate on Social Security reform. Many of these
experts, who represent a wide-range of perspectives, have been key presenters and
organizers of forums and conferences aimed at examining reform proposals.

In announcing the hearing, Chairman Bunning stated: “Engaging the public in
Social Security reform is vital. Many Social Security policy experts are at the cut-
ting edge of the debate. Their views have been carried by the media to the American
public. Extensive knowledge and years of experience have shaped the thoughtful
views of these experts. The Subcommittee looks forward to considering their per-
spectives.”

FOCUS OF THE HEARING:

The Subcommittee will receive the views of policy experts on Social Security re-
form. Specifically, Members would like to hear the views of each expert regarding:
(1) the degree to which Social Security reform is necessary, (2) an assessment of the
Advisory Council recommendations and other reform proposals, (3) specific rec-
ommendations for Congress to consider as it moves forward, and (4) how soon Con-
gressional action is needed.



DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Any person or organization wishing to submit a written statement for the printed
record of the hearing should submit at least six (6) copies of their statement and
a 3.5-inch diskette in ASCII DOS format, with their address and date of hearing
noted, by the close of business, Tuesday, July 8, 1997, to A.L. Singleton, Chief of
Staff, Committee on Ways and Means, U.S. House of Representatives, 1102 Long-
worth House Office Building, Washington, D.C. 20515. If those filing written state-
ments wish to have their statements distributed to the press and interested public
at the hearing, they may deliver 200 additional copies for this purpose to the Sub-
committee on Social Security office, room B-316 Rayburn House Office Building, at
least one hour before the hearing begins.

FORMATTING REQUIREMENTS:

Each statement presented for printing to the Committee by a witness, any written statement
or exhibit submitted for the printed record or any written comments in response to a request
for written comments must conform to the guidelines listed below. Any statement or exhibit not
in compliance with these guidelines will not be printed, but will be maintained in the Committee
files for review and use by the Committee.

1. All statements and any accompanying exhibits for printing must be typed in single space
on legal-size paper and may not exceed a total of 10 pages including attachments. At the same
time written statements are submitted to the Committee, witnesses are now requested to submit
their statements on a 3.5-inch diskette in ASCII DOS format.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. A witness appearing at a public hearing, or submitting a statement for the record of a pub-
lic hearing, or submitting written comments in response to a published request for comments
by the Committee, must include on his statement or submission a list of all clients, persons,
or organizations on whose behalf the witness appears.

4. A supplemental sheet must accompany each statement listing the name, full address, a
telephone number where the witness or the designated representative may be reached and a
topical outline or summary of the comments and recommendations in the full statement. This
supplemental sheet will not be included in the printed record.

The above restrictions and limitations apply only to material being submitted for printing.
Statements and exhibits or supplementary material submitted solely for distribution to the
Members, the press and the public during the course of a public hearing may be submitted in
other forms.

Note: All Committee advisories and news releases are available on the World
Wide Web at ‘HTTP://WWW.HOUSE.GOV/WAYS__MEANS/".

The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202-225-1721 or 202-226—
3411 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.

—————

Chairman BuNNING. The Subcommittee will come to order.

I want to inform the panel and the participants and all of our
guests that | must be on the floor for the debate for most-favored-
nation status for China and that Congressman Rob Portman is on
his way here to start this hearing. | apologize, but | did not do the
floor planning; I have little to say about what bills come up on the
floor at what time, but I am committed to being on the floor to de-
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bate most-favored-nation status for China, and Mr. Portman will be
here as soon as possible, and we will recess until he gets here.

[Recess.]

Mr. JoHNsoN of Texas [presiding]. The hearing will come to
order.

Welcome. | guess you all are aware that Mr. Bunning is down
doing the large work on the floor of the House, and Mrs. Kennelly
I think has to leave too, fairly soon; but without objection, we will
enter his statement in the record, and in the interest of our expe-
diting affairs, we dispense with opening statements, normally; how-
ever, | will at this time recognize the Ranking Democrat Member,
Mrs. Kennelly.

[The opening statement of Mr. Bunning follows:]

Opening Statement of Hon. Jim Bunning

This morning we begin our fourth hearing in the series “The Future of Saocial Se-
curity for this Generation and the Next.” The testimony we hear today will focus
on the views of policy experts on Social Security reform.

Engaging the public in Social Security reform is vital. Various Social Security pol-
icy experts and policy institutes—or “think tanks” as we all know them—have been
leaders in the debate on Social Security reform.

These witnesses bring to our Subcommittee a broad range of extensive academic
resources and professional experience of their respective organizations and constitu-
ency groups.

Comprehensive knowledge and years of experience have shaped the thoughtful
views of our policy experts today. It's nearly impossible for Members of Congress
to gather all of the facts on every issue that arises. For that purpose, | am very
grateful that these witnesses, who have dedicated so much time and talent to fur-
ther these discussions, will share their perspectives with the subcommittee this
morning.

Mrs. KENNELLY. Thank you, sir.

At our last hearing, we heard from the Public Trustees of the So-
cial Security Trust Fund. They urged us to act as soon as possible
to restore the solvency of the Social Security system. The longer we
wait, the more difficult the task will become, and | know our wit-
nesses are very aware of that today.

Many proposals have been offered to resolve the problem. The
Social Security Advisory Council offers us three plans. The Council
on Economic Development, the Cato Institute, and several Mem-
bers of Congress have put forward additional options. These hear-
ings have allowed us to delve deeply into each of these proposals.
We have had the opportunity to question their authors and to con-
sider the many advantages and disadvantages of each approach.

Among our past witnesses was the Congressional Research Serv-
ice, which set out a series of criteria by which any Social Security
reform proposal ought to be judged. | intend to raise some of these
issues here today. They include questions about trust fund sol-
vency, the impact on the deficit and the debt, the growth of entitle-
ments, impact on national savings, and risks versus returns to the
individual.

One thing is certain—there are many issues yet to be resolved,
some of them technical, some of them philosophical, and many of
them, if not all, are important. But | believe we can work together
on an answer. | am optimistic that ultimately, we will find a solu-
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tion which will assure the retirement security of both current and
future generations.

I look forward to hearing the witnesses today, and | apologize to
you for what is happening. Most-favored-nation status for China is
on the floor today, and it is a very contentious issue. The votes are
possibly very close. Mr. Bunning, of course, is there now, and | am
the third speaker, so | will have to go very shortly. But | want to
tell our witnesses and make them very aware that the reason these
hearings are held is to get on the record the witnesses’ testimony;
it is then distributed to Members of Congress. So be sure that you
know today that maybe the attendance is not exactly what you
might expect, but the fact of the matter is your words will go into
every office and be read by every Member, and | want you to know
that.

Mr. JoHNsoN of Texas. Thank you, Mrs. Kennelly.

Thank you all for being here today. We appreciate it. For the two
of you who have just arrived, if you have a statement that you wish
to enter into the record, without objection, we will allow you to do
that.

Mr. NEaL. Mr. Chairman, | simply want to acknowledge the
presence of the scholarly gentleman from my State, Dr. Kingson,
from one of the greatest institutions in America, Boston College.
We eagerly await his testimony.

I am going to follow Mrs. Kennelly on the floor, but I am also
anxious to hear what he has to say about IRAs, since | am the lead
Democratic sponsor of IRAs in the House. | read his testimony last
night, and there will be some genuine room for disagreement on
that issue.

But we welcome a great friend of Congressman Tierny as well,
I believe.

Thank you, Mr. Chairman.

Mr. JoHNsoN of Texas. Thank you for that introduction.

Now we will go ahead and proceed. We will allow each of you to
make your statements, and we would request that you keep them
as short as possible. You will be able to enter your entire statement
in the record. Then we will ask you some questions.

Stephen Moore, director of fiscal policy studies at the Cato Insti-
tute.

STATEMENT OF STEPHEN MOORE, DIRECTOR, FISCAL POLICY
STUDIES, CATO INSTITUTE

Mr. MoorE. Thank you, Mr. Chairman.

First of all, let me commend the Members of this Subcommittee
for holding a hearing on the future of Social Security. I commend
you for your courage to talk about this issue in an honest and open
way.

First of all, in compliance with the truth in testimony provisions
passed by this Congress, let me say that the Cato Institute does
not receive one penny of government funds.

Let me concentrate my remarks this morning on the issue of the
rate of return of Social Security. | am not going to get into the
issue of the financial viability of the system. | want to talk about
whether we can do better for our workers if we chose another op-
tion other than Social Security.
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And let me get right to the heart of the matter. Social Security,
especially for our young workers, the Generation X workers, if you
will, and especially workers under the age of 40, is a very bad deal.
It is a bad deal for virtually every worker in virtually ever cir-
cumstance.

If 1 may, if you have copies of my testimony, let me ask you to
turn to the chart that | presented, because this really does get to
the heart of the matter. Basically, what we have done—this is the
chart | am referring to, just so you are aware—what we have done
essentially at Cato is looked at the rate of return that a worker
might get if, rather than putting that money into the Social Secu-
rity Trust Fund, that workers were allowed to put that money into
an individual, what we call a personal security account.

Essentially what 1 would like you to do is concentrate for a mo-
ment on the panel on this chart, “Year of Birth 1970.” What this
shows, if you look at the first panel—Ilet us concentrate for a
minute on a low-wage worker. If you see this little panel here that
says $769, that is essentially the monthly benefit that a low-wage
worker will receive from Social Security. This is someone who was
born in 1970. This low-wage worker, by the way, is someone whom
we assume is going to make roughly the minimum wage their en-
tire lifetime.

So we ask the question, OK, what happens if, rather than put
the money into the trust fund, we allowed that worker to put that
money into private capital markets. In terms of rate and return,
since obviously, we are projecting into the future, we looked at the
rate of return that you could get in the capital markets over the
last 75 years and projected out that—essentially, the assumption
here is that you can get the same rate of return in the next 50
years that people have gotten in financial markets over the last 75
years.

Let me just make the case that over the last 15 years or so, the
financial markets have been much, much higher than actually the
average over the last 75 years.

If you buy that assumption, which | think is very reasonable,
what you find is that if that low-wage worker were able to put all
of that money into bonds, which would be a very risk-averse port-
folio—no one would put all of his savings into bonds—but if he did,
he would still get a benefit from a bond portfolio that would be
about 50-percent higher than what that worker would get from So-
cial Security.

If that low-wage worker were to put all the money into stocks,
which would be a much riskier portfolio, he would get a rate of re-
turn about three times higher from a stock portfolio than what
they would get out of Social Security.

Now, obviously, as the worker’s income rises, the benefit of opt-
ing out of the system is higher. So that, for example, if you look
at the second half of this panel, that is a high-wage worker; that
is anyone who makes over $62,000 a year who essentially caps out
on the amount he pays into Social Security. That worker could do
roughly three times better if he invested in bonds and, incredibly,
about a six times higher rate of return if he could put the money
into stocks.
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Let me make a couple of points about this. | think these are very
powerful numbers, and when | show these especially to young
workers, they say, “I want this option. | want this option of getting
the best deal | can on the money that | am putting into my retire-
ment account.”

I think a couple of points need to be emphasized. First of all, it
is very true that Social Security is an income redistribution pro-
gram. There is a progressive feature to the benefits. And some peo-
ple who are opposed to this idea say, well, this would not be a good
deal for young, low-wage workers because they are going to lose the
progressive feature of the benefit.

And a point | want to emphasize to you is that if we were to
allow even the lowest wage workers in our society to put money
into private capital markets, even the lowest wage worker would
do substantially better, even given the progressive feature of the
benefit structure than if they stayed in Social Security. So, there
is not a single worker in the system who is young today who would
not do better if they could opt out and go to the private account
system.

Let me make one other point, and then | will pass the micro-
phone over to the next speaker, and that is, realize also that this
Is essentially the worst case scenario for personal savings accounts,
because the assumption that is made in this analysis is that we are
going to make no changes to Social Security. That is, we are not
going to reduce the benefits, and we are not going to increase the
taxes. But everyone here knows that that is unrealistic; even the
people who are advocates of maintaining the status quo agree that
essentially we are going to have to do something about the tax rate
and reduce future benefits.

If you do that, that essentially simply makes the point that that
worker, if he were able to—well, let me put it like this. If you raise
the tax, if you allowed that worker to put that additional money
into private accounts, then the deal would be all the better for that
young worker.

So what | am trying to say, | guess, is that all the conventional
reforms to Social Security—raising the tax rates, increasing the re-
tirement age, and lowering benefits in the future—only make So-
cial Security a worse deal for our young workers. The only deal
that makes it a good deal for young workers is to allow them to
start to put at least some of this money into personal security ac-
counts.

Thank you.

[The prepared statement and attachment follow:]

Statement of Stephen Moore, Director, Fiscal Policy Studies, Cato Institute

Mr. Chairman, my name is Stephen Moore and | am Director of Fiscal Policy
Studies at the Cato Institute. In keeping with the new truth in testimony rules, let
me first say that the Cato Institute does not receive a single penny of government
funds.

Thank you for the opportunity to comment today on the future of Social Security.
I wish to commend this Committee for its willingness to explore the long term prog-
nosis for Social Security.

As everyone on this Committee knows, the long term financial outlook for Social
Security is bleak. Depending on how it is measured the unfunded liability of the
system ranges from $3 trillion to $5 trillion. This is much like a second national
debt. Yet the financial sustainability of Social Security could be assured with a se-
ries of conventional reforms that include raising payroll taxes and reducing future
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benefits. Though young people, of course, are none too enthusiastic about these “pay
more in, get less out” solutions.

But the major point that | wish to communicate to you this morning is that the
case for converting Social Security into a system of Personal Security Accounts
(PSAs) is not primarily based on the system’s financial problems. The real economic
and political crisis looming over Social Security relates to the issue of rate of return.
For baby boomers and especially for Generation X workers, Social Security offers
a low rate of return—even negative for many workers.

I would ask each of you to review for a moment the attached charts from a recent
Cato Institute study. They compare the rate of return for Social Security versus in-
vestment in private capital markets? The data was compiled for the Cato Institute
by Bill Shipman principal of State Street Global Advisors in Boston. It has been re-
viewed by professional actuaries and certified as accurate.

To derive an estimated rate of return from capital markets in the future, the
study assumes that over the next forty to fifty years, workers will be able to obtain
a rate of return in capital markets equal to the average historical rate of return on
bonds and stocks from the past 70 years (1926-95). For stocks that annual historical
rate of return has been 10 percent (nominal); while for bonds the return has been
6 percent (nominal). (Incidentally, over the past twenty years, the financial markets
have far exceeded the historical average.

The chart shows that a typical baby boomer born in 1950, will pay over his or
her lifetime several hundred thousand dollars more in payroll taxes (plus interest
and a normal rate of real return) than the benefits he or she receives.

But the real losers are those in the Generation X cohort—or those born after
1970. These young workers can expect to pay $2 to $5 of taxes (including the fore-
gone normal rate of return on those dollars) for every dollar in benefits collected.
Or to state the point differently: if Congress were to allow a 25 year old working
woman today to invest her payroll tax contributions in private capital markets, her
retirement benefit would be two to five times higher than what Social Security is
offering. For our young workers, these are very powerful humbers.

Consider the situation of a low wage worker—someone whose lifetime salary is
near the minimum wage. Because of the progressive benefit feature of Social Secu-
rity, this is typically thought to be the worst case scenario for personal security ac-
counts. It turns out that based on current law, for that worker Social Security prom-
ises an annual benefit of roughly $9,000 a year (1995 dollars). If that money were
invested in private markets in a portfolio with half stocks and half bonds, the work-
er would receive an annual benefit upon retirement in the form of an annuity of
almost $20,000 per year—or well over twice what Social Security offers. If the
money were put entirely into stocks, the worker would have an annual benefit of
more than $25,000—or three times what Social Security offers.

Not every worker, obviously will obtain the “average” rate of return. By definition,
some workers will do better, some will do worse. But under a PSA system, Congress
could place reasonable restrictions on how the money were invested, to protect
against losses. For example, Congress might restrict the investments to a select
number of mutual funds, where a certain portion of the fund is invested in corporate
bonds and treasury bonds. Hence, low-wage workers who might not know much
about financial markets, would not choose individual stocks. But a critical point
here is that even if these accounts were restricted to an unrealistically risk-averse
portfolio, in this case 100 percent corporate bonds, the rate of return would still be
higher than under Social Security. In fact, it is virtually impossible to construct an
investment scenario where even the lowest income worker does better under Social
Security than under a PSA.

So here is the critical point for the members of this Committee to bear in mind
when crafting proposals for the future of Social Security: even if the trust fund were
entirely solvent—and even if every dollar of promised benefits were to be paid with
no tax increases—the system would be a bad deal for our young workers.

Now let's return to the situation of a low-wage worker. | have discovered in con-
versations with members of Congress and with working Americans that there is an
understandable concern about how this will impact our lowest income workers who
are most likely to depend exclusively on Social Security payments when they retire.
To be viable, any PSA plan must make these most disadvantaged workers better
off, not worse off. The chart presented above actually understates the advantage of
Social Security privatization to the poor and to minorities. The reason that it under-
state the benefits of PSAs to the poor and minorities is that these are the workers
who are most likely to have started their working years at an earlier age, to have
worked more years over their career, and to die earlier after retirement. For pre-
cisely these reasons, even accounting for the progressive nature of the benefit struc-
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ture, low-income and black workers actually pay in the most relative to the benefit
they forego from a private system.

Social Security offers the worst rate of return for that part of the population that
it is supposedly most benefited from the system: minorities and the poor. Moreover,
it is precisely because the poor elderly tend to have no other source of retirement
income, that they stand to gain the most from a privatized system that would yield
them a 30 to 50 percent higher monthly payment.

I have attached for the record a recent Cato study by my colleague Michael Tan-
ner that explains in greater detail why the poor would gain the most from PSAs.

[The information was not available at the time of printing.]

Incidentally, the Tanner study is also relevant to the spurious argument that
workers can not be given the right to opt out of the system because of an “adverse
selection” problem. There is no adverse selection problem associated with a vol-
untary Social Security Personal Security Account plan, since with very few excep-
tions, every worker in America would be financially better off investing in private
capital markets than by staying in the current system.

The argument is sometimes made that there are always risks involved in invest-
ing money privately. The stock market doesn't always go up in the short term—
though in the long term it must or America will be a very poor country in the next
century. Rates of return are not guaranteed. Stock markets crash. Bear in mind,
however, that the historical rate of return assumed in this analysis takes into ac-
count the Depression-era stock market crash, the 1987 crash and the decade long
sag in the market from the late 1960s to the early 1980s.

So yes, there are investment risks associated with PSAs. But remember, from the
point of view of the worker, there are also huge political risks associated with stay-
ing in the government-run Social Security system. There is the risk that benefits
will be cut in the future or that the payroll tax will be raised.

In fact, | would maintain that given the current financial plight of Social Security,
it's a virtual certainty that Congress will enact either or both of these Social Secu-
rity “reforms.” Hence, the rate of return comparisons presented above are an un-
likely “best-case scenario” for Social Security. The charts assumes that no change
in promised benefits and no change in the payroll tax rate will occur over the next
forty years.

Even the staunchest opponents of privatization and the most vocal advocates of
maintaining the structure of the current system agree that benefits and taxes need
to be revised. Former Social Security Commissioner Robert Ball, a leading foe of pri-
vatization, advocates a slight rise in the payroll tax, an increase in the retirement
age, and other assorted reductions in future benefits. Each of the proposals advo-
cated by the Advisory Council suggested benefit reductions and future tax increases.

It is imperative for this Committee to understand a critical point about the future
of Social Security: any or all of the conventional “fixes” to the program will only
make the system a worse deal for young people.

Consider, for example, the proposal to raise gradually the payroll tax by two per-
centage points (above the current 15.3 percent rate) and a gradual rise in the retire-
ment age before collecting benefits (as is now being considered for Medicare). If this
combination of reforms were enacted, rather than paying $2 to $5 of taxes for every
dollar of benefit received, our young worker would now pay $3 to $6 of taxes for
every dollar of benefit.

This is why all conventional fixes, if they are not tied to an exit strategy that al-
lows young workers to capture the returns from private markets, are a bad deal for
the young. This also explains why the 18-30 year old demographic group is the most
enthusiastic about a private alternative to Social Security. A personal security ac-
count (PSA) system is the only option available to Congress that improves the finan-
cial situation of young workers. All of the rest of the leading proposals make the
young financially worse off.

| believe that most of the members of this Committee would be in favor of moving
gradually to a PSA system if there were a way to do so without blowing a hole in
the deficit. We all agree that benefits to current retirees (and soon to be retirees)
cannot and should not be cut. We must keep the promises that have been made to
seniors.
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If we allow workers to place all or a portion of payroll tax revenue into private
accounts, and we continue to pay benefits to the elderly, then the budget deficit will
rise in the short term. To overcome this paradox the members of this Committee
must keep in mind that the $3 trillion of unfunded Social Security liabilities are
sunk costs. Sunk costs are sunk. The liabilities will need to be paid off regardless
of whether Social Security is privatized or not. PSAs simply push those liabilities
forward, making them transparent, so they are recognized and dealt with today, not
25 years from now. The budgetary impact of PSAs is the equivalent of paying off
a future liability immediately, as companies often do to get unfunded pension liabil-
ities off their books.

Much of the problem stems from the fact that the United States government is
about the only institution in the world that still uses a cash-flow accounting system.
If the federal government ran its books—using accrual accounting—as every busi-
ness does, all of the bookkeeping problems with Social Security PSAs would dis-
appear. Tax revenues would decline, but so would offsetting future liabilities—be-
cause today’s workers would no longer be accumulating rights to benefits. If any in-
dividual worker wished to exit from the system and stop paying the tax, then the
financial impact on the system would be roughly a wash—unless that worker pays
more into the system than he gets out of it. If the worker could be impelled to pay
the government to get out of the system, then the impact on the government's bal-
ance sheet would be positive.

And herein lies the way out of the dilemma facing Congress. It starts with the
recognition that the financing problem of converting to a privatized Social Security
system is a short-term cash-flow problem, not a balance sheet problem. From a pub-
lic policy standpoint, what Congress should be primarily concerned with is how to
improve the federal government’s balance sheet. It turns out that the gains are so
large from privatization of Social Security—Martin Feldstein of the National Bureau
of Economic Research estimates that the net economic benefit from Social Security
privatization is $10 trillion—that a plan could easily be devised whereby the gains
are shared by the government and the worker—to the benefit of both.

Here is one potential method of sharing the gains. What if we offered the follow-
ing deal to every American worker? If you promise to forfeit any claim on Social
Security benefits—even those you have already accumulated—we will let you invest
all of your future payroll taxes into private markets. Since the rate of return is so
much higher in the private markets than with Social Security, many workers would
gladly accept this deal. It turns out, for example, that the age of ambivalence be-
tween staying in the system and continuing to pay the tax, versus forfeiting future
benefits and putting the subsequent payroll tax revenues into a PSA, is roughly 40
years old—for an average income worker.

For a worker just now entering the workforce, the decision would be clearcut. For
example, take a typical female worker who just started working and earns a salary
of $22,500, which will go up with the rise in average wages over her lifetime. When
she retires Social Security will pay her a $12,500 annual benefit in today’s dollars—
assuming no change in benefits. If she were permitted to simply place her payroll
taxes in a mutual fund with a 7 percent real rate of return (the average rate over
the past fifty years), she would have a nest egg worth $800,000 to $1 million at re-
tirement age. This would allow the worker to draw a $60,000 benefit per year until
death (assumed at age 80). This is five times higher than what Social Security offers
for the same level of investment.

For workers in their 20s and 30s the rate of return is so much higher in private
markets than under Social Security that most would be willing to pay in effect an
exit tax for the right to invest payroll tax payments privately. The exit fee is the
forfeiture of benefits already accrued. There is no adverse selection problem under
this scheme because the government makes money on every worker who opts out—
regardless of their income.

How big are the gains to the government from this opt-out transition system? Bill
Shipman and Marshall Carter with State Street Global Advisers calculate that if
every worker under 40 opted out, the reduction in the unfunded liability of Social
Security would be on the magnitude of $1 to $1.5 trillion. Hence, up to one-third
of the current unfunded liability would be eliminated through this transition plan.

In summary, allow me to enumerate the economic advantages of converting out
of our pay-as-you-go government-run Social Security system to a program of PSAs:

(1) Privatization offers a much higher financial rate of return to young workers
than the current system.

(2) Privatization gives workers—rather than politicians—control over their own
retirement nest egg. The funds deposited in private retirement accounts, are funds
that can never be easily taken away by the government.
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(3) A privatized system will increase worker ownership in American businesses
and assets. This is a “share the wealth” strategy that will help create a nation of
capitalists and raise the level of savings and investment.

(4) Privatization is the equivalent of a tax cut for workers. Currently the Social
Security payroll tax is treated by many young workers as simply a tax, not a de-
ferred form of compensation. The tax reduces their take-home pay—and thus re-
duces the incentive to work. Since the privatization option deposits these funds into
a personal account, they are now “owned” by the worker.

(5) The increased flow of funds into private capital markets will reduce the cost
of capital, and thus increase capital formation, business creation, and ultimately
wages and living standards.

(6) By sharing the trillions of dollars of economic gains from the higher rate of
return from private accounts, Congress could adopt a strategy that would improve
the financial status of individual workers and the federal government. This estab-
lishes a win-win situation for the government and the worker.

Thank you again for the opportunity to testify before this Committee.

Mr. JoHNsoN of Texas. Thank you.
Dr. Kingson, Associate Professor at Boston College, as enun-
ciated by Mr. Neal. Go right ahead, sir.

STATEMENT OF ERIC KINGSON, ASSOCIATE PROFESSOR,
GRADUATE SCHOOL OF SOCIAL WORK, BOSTON COLLEGE,
CHESTNUT HILL, MASSACHUSETTS

Mr. KiNGsON. Thank you, Mr. Chairman, and thank you, Mr.
Neal, for a nice, warm introduction from Massachusetts.

Today, | would like to make six main points. | guess | should
begin by making a very important point. It is an honor to be here,
and | am very appreciative of the opportunity and pleased that you
are taking a very careful look at the Nation’s Social Security Pro-
gram and its future.

The six points that | would like to make today are, first, that
there is a significant financing problem, and in my opinion, it
should be addressed sooner rather than later. Under the best esti-
mates, the most commonly accepted estimates, the combined Old-
Age, Survivors, and Disability Insurance, OASDI, Trust Fund, as
you are well aware, has sufficient funds to meet all obligations
through the year 2028, and after that, the income is roughly three-
quarters of anticipated outgo. Clearly there is a problem, and clear-
ly we should address it.

The second point is that there are no magic bullets. We cannot
wish this problem away; neither should we pretend that there are
pain-free solutions. Unfortunately, we are not in Lake Woebegone,
where everything is above average. This is the real world, and
there is going to be pain whatever we do in terms of addressing the
Social Security problem. That means whether or not this Sub-
committee or Congress chooses to privatize or not, there will need
to be either substantial benefit reductions and/or tax increases—
not impossible to do, but that is the reality we face. And in fact,
if we choose to privatize, the benefit reductions or tax increases
will have to be substantially larger to address the Social Security
financing problem.

Regardless of whether you oppose or favor the privatization of
Social Security, it is important, |1 believe, that you recognize that
the PSA, the personal security accounts, the individual security ac-
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counts, and other privatization plans greatly complicate addressing
the financing problems of Social Security.

If a portion of current Social Security contributions is diverted to
IRA-like accounts, new revenues must be found to finance Social
Security pensions to all current and many future beneficiaries. In
other words, all privatization plans must address the transition
problem, the question of how to meet obligations to current bene-
ficiaries and to older workers while simultaneously advance fund-
ing the retirement of the young and many middle-aged workers.
And many of these plans, as you are aware, would increase the
Federal deficit, placing pressures on other Federal expenditures.

In this respect, | think it is very important to acknowledge one
of the Advisory Council proposals, which | strongly disagree with,
for the honesty and forthrightness of the analysis behind the per-
sonal security account proposal. The proponents of the PSA plan do
not try to hide the fact that their plan requires dramatic financing.
They call for a temporary, 72-year tax increase of the equivalent
of 1.5 percent of payroll, and on top of that, $2 trillion of borrowing,
to address the transition problem. They acknowledge these costs up
front and, by so doing, allow us to discuss the transition costs open-
ly and honestly.

Even the more modest individual accounts plan requires much
larger benefit cuts in the public program—about 30 percent for the
average American worker—much larger than would otherwise be
needed if we chose not to go a partial privatization route. And for
those who might say, well, this plan increases national savings, in-
deed it does, but so would any plan that incorporates a 1.6 percent
of payroll tax increase over and above the existing payroll tax,
which is essentially what that plan does. We could increase na-
tional savings that way, with or without a Social Security reform.

The third major point is that Social Security is a program that
protects the entire family, and this protection is well worth protect-
ing—something we could discuss later.

The fourth point is that privatization of the Nation’s Social Secu-
rity Program would undermine the well-being of tens of millions of
baby boomers as well as those who follow them into retirement.
Private pension coverage has shown evidence of slight decline for
young workers, and also, we have seen evidence that employment
for American workers is less secure than it had been for earlier
generations. This is precisely the wrong time to introduce addi-
tional risks in the personal lives of working Americans, the kinds
of risks that would be introduced by privatization. It would also
guarantee higher levels of inequality in our society—again, some-
thing that has been growing and not something we should seek to
advance. This is true of even the individual account plan. Although
it may sound relatively reasonable relative to the PSA plan or some
of the extreme plans, it too has the potential to undermine the So-
cial Security Program and the economic security of new retirees. It
creates a political risk that those workers who do better in the sys-
tem—and there will be some, given averages, who do better—will
have less interest in maintaining the public portion.

One other point. There are many reasonable options, none with-
out pain, but there are financing options that can address this fi-
nancing problem without pulling apart the Nation’s commitment to
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a public, universal system. The Advisory Council on Social Secu-
rity, with all its splits, agreed to a number of proposals that would
address roughly 60 percent of the problem.

Finally, 1 would simply note that there are very important moral
values at stake here. Social Security is a mechanism that gives ex-
pression to community, the best expression of community, accord-
ing to former Senator Bill Bradley. Behind all the discussion of
“bend points,” “year of exhaustion,” “dependency ratios,” and all of
this technical discussion are millions of Americans and large ques-
tions about what we owe each other as a society, how we want to
encourage families to protect themselves against basic risks we all
face, and what mix of private and public responsibility we want.

In other words, this is not simply a mere accounting exercise, as
I know you are aware; this is an exercise that will say much about
what we are as a nation, and will say much about how we see our
role in terms of protecting all our neighbors and all our parents.
And | think that that part of the discussion needs to be brought
up front often so we do not lose sight of the moral basis of Social
Security and the way different Americans may be affected by po-
tential reforms.

Thank you.

[The prepared statement and attachments follow:]

Statement of Eric Kingson, Associate Professor, Graduate School of Social
Work, Boston College, Chestnut Hill, Massachusetts

Mr. Chairman and members of the Subcommittee on Social Security of the Ways
and Means Committee, it is an honor to appear before you to discuss the future of
the nation’s commitment to a sound Social Security program. My name is Eric
Kingson. | am an associate professor of social policy at the Boston College Graduate
School of Social Work. My scholarship and research address the political and eco-
nomic consequences of population aging, including Social Security, the aging of the
Baby Boom cohorts and issues of generational justice. | have previously directed a
study for the Gerontological Society of America which examined various ways of
framing policy discussion about the aging of America, and | was an advisor to the
1982-3 National Commission on Social Security Reform and to the 1995 Bipartisan
Commission on Entitlement and Tax Reform.

THE MAJOR POINTS | WISH TO MAKE TODAY ARE:

« According to the best estimates, Social Security has a significant financing prob-
lem. Under the best estimates, the combined OASDI trust fund has sufficient reve-
nues to meet all obligations through 2028. Thereafter, anticipated revenues are pro-
jected to only meet three-quarters of estimated trust fund obligations.t

« The projected financing problem should be addressed sooner rather than later.
For several years now the Social Security trustees have been sounding the warning
bell. While there is no immediate crisis, there is a need to advance policies which
will put the program back into actuarial balance. Now, one could argue that we
could wait 10-15 years before acting. After all, the program is currently running
large annual surpluses ($71 billion in 1996 alone) and under all plausible scenarios,
shortfalls do not occur for at least 20 years. But | believe it would be a mistake

1As the Committee knows, under intermediate assumptions as reported in the 1997 trustees
report, the combined OASDI trust fund is estimated to be able to meet its commitments until
2029. However, it is not in actuarial balance for the 75 year period over which long-range esti-
mates are made. Tax returns (payroll tax receipts and receipts from taxation of benefits) will
be exceeded by outlays in 2012. Total income, including interest earnings, is expected to exceed
expenditures through about 2018 and the combined OASDI trust fund is able to meet its com-
mitments through 2029. Under the most commonly-accepted intermediate assumptions there is
a projected 2.23 percent of payroll short-fall (—5.54 percent of payroll shortfall under the high
cost assumptions and a +0.21 percent of payroll surplus under the low cost assumptions.) This
deficit represents a roughly 14 percent shortfall over the 75-year estimating period; a 25% short-
fall after 2028. Since the deficit years fall in the middle and end of the estimating period, the
short-falls in the out years are substantially larger than suggested by the overall 2.23 percent
of payroll estimate (i.e., —4.88 percent of payroll from 2047-2071).



15

to postpone action on the long-term problem. Changes that may affect the income
of future retirees should be put in place with sufficient lead time to allow workers
to adjust their retirement expectations and savings behavior. Moreover, postponing
action will undermine public confidence in the program and fuel cynicism about the
ability of the nation to address its problems.2

« There are no magic bullets. We cannot wish the problem away; neither should
we pretend that there are “pain free” solutions. Whatever this Committee rec-
ommends and the Congress ultimately enacts—and that includes any form of privat-
ization—will require either benefit reductions or tax increases. Privatization
schemes such as the Personal Security Account (PSA) and Individual Account (1A)
plans will require larger benefit reductions than would otherwise be needed in the
public program and/or larger tax increases (or the equivalent of tax increases).3

« The rhetoric of Social Security reform is creating serious public misunderstand-
ing about the financing problems of Social Security and how best to address these
problems. Some members of the public believe nothing needs to be done. Many oth-
ers offer the opinion that Social Security will not be there for them. The “language
of Social Security reform” often adds to the problem. For instance, among the public
and some journalists, there is an often repeated belief that the projected exhaustion
of the combined OASDI trust fund equates to the total inability of the program to
meet its obligations. Yet, as members of this committee are well aware, even in the
unlikely event that nothing were done to correct for the projected exhaustion of the
OASDI trust fund, sufficient revenues are projected to meet all obligations through
2028 and roughly 75 percent from 2029 through 2071.4 Such exaggerations of the
problem are often used by the proponents of radical change to provide rationale for
privatizing or otherwise dismantling the nation’s commitment to a universal and
public Social Security program.

« Regardless of whether you favor or oppose privatization proposals, you should
recognize that the PSA, IA & other privatization plans greatly complicate the Social
Security financing problem, making it more difficult to address. If a portion of cur-
rent Social Security contributions are diverted to IRA-like private accounts, new
revenues must be found to finance Social Security pensions to all current and many
future beneficiaries. In other words, all privatization plans must address the “tran-
sition problem”—the question of how to meet obligations to current beneficiaries and
older workers while simultaneously advance-funding the retirement of young and
many middle-aged workers. And many privatization schemes would also grow the
federal deficit, placing additional pressures on federal expenditures.

In this respect, the architects of the PSA plan should be complimented for having
the courage to acknowledge the very large costs inherent in any shift towards a pri-
vate scheme. They do not try to hide the fact that the financing of their plan re-
quires a “temporary” 72-year “transition tax” of 1.52% of payroll plus the borrowing
of roughly $2 trillion dollars from general revenues in 2002 to 2034, to be paid back
from 2035 to 2069. But, even so, imagine how much more difficult the balancing of
the federal budget will be should the PSA plan become law. Even the more modest
IA privatization plan would require an unnecessarily large benefit cut—roughly 30%
for an average earner5—in the remaining public Social Security program. And it
would mandate, over and above the current payroll tax contributions, an additional

2The ability to monitor changing economic and demographic trends and anticipate the impli-
cations of such changes is a strength of Social Security. Projections provide useful indicators of
probable experience, even forty, fifty or seventy-five years into the future. By doing so, they pro-
vide a useful tool for making the mid-course corrections that are necessary from time to time.
Because the contours of the future are uncertain, projections—especially long-term ones—are
subject to error, and, not surprisingly, actual experience is almost always more or less favorable
than forecasted. In fact, the history of the program tells us that continued policy and pro-
grammatic change, in response to shifting demographic, economic and political forces, is almost
the one thing that can be predicted with certainty.

3Public investment in the stock market of a portion of the growing trust fund accumulations
such as what is proposed for consideration under the Maintain Benefits (MB) plan might in-
crease rate of returns but it will not eliminate the need for benefit reductions and/or tax in-
creases.

4The actuaries project sufficient funds to meet 67% of anticipated expenditures during the
last 25-year period (2047-2071) in the 75-year estimating period (1997-2071).

5The benefit formula changes in the IA plan include the 3% cut from lengthening of the aver-
aging period, a roughly 17 percent cut in future benefits for average earners—20 percent for
high income and 8 percent for low earners—and a 8 percent cut from proposed increases in the
age of eligibility for full Social Security. (See Insurance Update, Volume 1, Issue 3, December
1996, page 3. Also, Advisory Council on Social Security (1997). Report of the 1994-1996 Advi-
sory Council on Social Security, Volume I: Findings and Recommendations. Washington, DC:
U.S. Government Printing Office, page 62.
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1.6 percent “employee contribution”—a tax by any other name—to a private account.
In other words, there are no free lunches here.

¢ The nation’s universal and public Social Security program protects the entire
family and this protection is worth maintaining. Social Security provides widespread
and basic protection to America’s families and employees. It is also the main source
of disability and survivors protections for America’s families. For a 27 year old cou-
ple with two children under age 2 and with earnings equal to average wages, Social
Security is the equivalent of a $300,000 life insurance policy; a $207,000 disability
policy. It provides Americans with the equivalent of $12.1 trillion dollars in life in-
surance protection, more than the entire value ($10.8 trillion) of all the private life
insurance protection in force. Included among its 44 million beneficiaries are three
million children under 18 who receive benefits each month. In Massachusetts, my
home state, about 1,036,000 persons receive benefits—totaling $670 million dollars
a month. They include 730,000 of Massachusetts’ retired workers and their spouses,
119,000 widows and widowers, 106,000 disabled workers and their spouses and
71,000 children. And the program is of equal importance to families in every state
(see tables 2 & 3).

« Social Security is the building block that has transformed old age. Social Secu-
rity is the only pension protection available to six out of ten working persons in the
private sector. For the middle class, it provides the foundation of a secure retire-
ment, ideally to be built upon by other pension coverage, private savings, sound in-
vestments, accumulated equity in their homes and, for some, work in their later
years. But even for those who are relatively well off, say the roughly 4.8 million el-
derly households with incomes between $18,732 and $31,179 in 1994, Social Secu-
rity provides nearly half of the total income (see table 4) going to their homes. For
the bottom 60 percent of the elderly income distribution—those 14.6 million house-
holds with incomes under $18,731 in 1994, Social Security provides over 70 percent
of all household income (see tables 4 and 5). Indeed, absent Social Security, the pov-
erty rate among the old would increase to roughly 50 percent (see table 6). And im-
portantly, the security of beneficiaries is protected by cost-of-living protection which
assures that benefits, once received, maintain their purchasing power into advanced
old age—the point in time when elderly persons, especially widows, are often at
greatest economic risk.

« The well-being of baby boomers and those who follow them into retirement will
be best served by financing reforms that maintain the basic structure of Social Secu-
rity. We should encourage personal savings and we should seek to expand employer-
based pension coverage. But neither we nor the public should accept as an untested
article of faith that a privatization scheme can do more to protect the vast majority
of baby boomers. With private pension coverage showing evidence of a slight decline
for young workers and with employment becoming less secure for most Americans,
this is hardly the time to gamble on radical changes that can only result in in-
creased insecurity and greater disparity in the incomes of Americans. As with to-
day’s elderly populations, there is nothing on the horizon that can assure the wide-
spread and secure protection of Social Security to the vast majority of tomorrow's
retirees.

¢ Privatizing the nation’s public Social Security program would undermine the
well-being of tens of millions of baby boomers and those who follow. As my colleague
at Boston College, John Williamson and | have written, “privatization places low-
and moderate-income workers at significant political risk. As Social Security is cur-
rently structured low-income workers get a better return than high wage workers
on their contributions, a factor that keeps millions of the elderly out of poverty dur-
ing their retirement years. But in separating out the interests of higher-income
workers from the public portion of the program, privatization schemes ensure ero-
sion of political support for the program’s redistributive role—an outcome which
would further increase the economic and social distance between rich and poor.”

“Middle and low income workers would face especially serious market risks. Long
run returns on stock market investments have generally been quite favorable. But
no promises can be made about what will happen to an individual’'s nest egg in the
few years, months or even days before retirement. Low- and even many middle-
income workers cannot afford good investment advice. They are more likely to make
poor investment decisions, for example, investing too conservatively during early
working years or taking unacceptably high risks just prior to retirement.”¢ “And
most privatized schemes do not provide inflation protection for retirees, yet another
example of how they shift risk from government to the individual. The affluent are
better positioned to tolerate such risks, but the impact on low and middle income

61t should be noted that it may be prudent for low-income people to invest conservatively
since they would have little to fall back on.
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retired persons could end up being devastating.” And there are other risks, includ-
ing the possibility that a future Congress might undermine the retirement savings
goal by allowing the holders of these private accounts to draw on them for medical
emergencies, education or other non-retirement purposes.

Privatization may be a bad idea for most Americans, but not necessarily for every-
one—at least if we assume that the winners in the “privatization lottery” do not
have a stake in promoting the well-being of the rest of society. Though trading off
some surety of protection, [on average] the most affluent workers would likely do
better under privatization plans—at least in so far as they do not experience serious
declines in their earning capacities during middle age. But without question the
most certain “winners would be the banks, mutual funds and investment companies
who stand to benefit from the millions of transactions and trillions in private sector
investment that would follow even a small partial privatization.””

« Even though the IA plan may sound reasonable relative to the PSA and even
more extreme privatization plans, it too has the potential to undermine the Social
Security program and the economic security of new generations of retirees. Not only
does it require additional benefit cuts and tax increases in the remaining public pro-
gram, but it also assures that those successful investors—often the highest income
workers and the nation’s opinion leaders—would be tied to an expansion of the pri-
vate accounts approach.

To fund a privatization and to adjust for the expectation that high income people
would benefit most from a privatization, the benefit cuts in the remaining public
program would be considerably larger for America’s best off workers. Such workers
would inevitably compare the favorable rates of return they are receiving in the pri-
vate plan to the shrunken rates they would then receive in the remaining public
plan. Over the long run, this would likely create splits in public support for the re-
maining public Social Security program. In other words, in my opinion, the IA plan
is the equivalent of “the proverbial camel’'s nose under the tent"—the beginning of
a process which will destroy the nation’s public Social Security program. And for
those who point out that this approach would increase national savings, | would
simply say, “Of course it does! Whenever you mandate any “tax increase”—in this
case a 1.6% of payroll contribution to private accounts—over and above existing
taxes, you will increase national savings.”

« Important areas of agreement should not be overlooked. Even among the split
1994-6 Advisory Council, its members unanimously agreed that there is a manage-
able financing problem, and that it should be addressed sooner rather than later.
They also unanimously agreed with maintaining some redistribution to low income
persons, that means-testing Social Security is not desirable, that full COLA protec-
tion is critical to the financial well-being of beneficiaries and that any “sacrifice in
bringing the system into balance should be widely shared and not borne entirely by
current and future workers and their employers.”8 And they agreed that additional
income protection is needed for aged widows—a group of elders at substantial eco-
nomic risk. All three plans improve the rate of return for future beneficiaries
through some form of investment of the growing Social Security trust fund assets
in the private sector. All three call for increased tax revenues or their equivalent
although the MB plan would not initiate a 1.6% of payroll increase (0.8% on em-
ployer and employee) until 2045 and the PSA plan calls for a 72-year increase of
1.52 beginning in 1998.

« Many financing reform packages can be put together without violating the basic
commitments to the nation’s public Social Security program. For example, Council
majorities supported four changes that addressed 60 percent of the financing prob-
lem. There was strong support for extending coverage to all new state and local
workers; reducing benefits by roughly three percent through a technical change in
the benefit formula; and taxing Social Security benefits in roughly the same manner
as income from contributory defined-benefit plans. And there was majority support
for a proposal to accelerate the planned increase in the normal retirement age to
67 in 2011 instead of 2022, and to index it to changes in life expectancy thereafter.®

7See John B. Williamson and Eric R. Kingson (January 10, 1997), “The Pitfalls of Privatiza-
tion,” Boston Globe.

8See Advisory Council on Social Security (1997).

9This proposal to increase the age of eligibility for full benefits represents an 8 percent cut
in benefits. This and other proposals to raise the age of eligibility for full benefits provide an
example of the need to carefully assess the distributive implications of proposed benefit reduc-
tions (and/or payroll tax increases). In many respects this type of benefit reduction represents
a fair and understandable way of reducing expenditures. Life expectancies, and hence the num-
ber of years beneficiaries receive retirement benefits, have increased and are expected to in-

Continued
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Taken, together, these four changes address sixty percent of the projected financing
problem (+1.31 percent of taxable payroll}—arguably a pretty substantial down-
payment on the projected shortfall for those seeking moderate approaches to ad-
dressing the financing problem. And many other options exist as well.

For example, the MB plan suggests considering the gradual investment of up to
40 percent of OASDI trust fund assets in broad private market funds, a change that
would indirectly increase rates of return to individuals while also eliminating about
two-fifths (+0.90 “percent of taxable payroll”) of the projected financing problem.
Some have suggested moderate across the board benefit cuts or even further in-
creases in the age of eligibility for full benefits. Others might treat some portion of
fringe benefits as taxable for Social Security purposes1© or incorporate a modest in-
crease in payroll taxes forty or fifty years from now. Still others would restore and
maintain the proportion of wages covered by the payroll tax at the 90% level by
2000, addressing about 14% of the projected financing problem (+.31 percent of tax-
able payroll).11 My purpose is not to advocate any particular package, but to point
out that the financing problem can be addressed without privatizing or otherwise
altering the basic structure of the program.

« A public Social Security program is, to paraphrase former Senator Bill Bradley,
the best expression of community in America today. Indeed, more is at stake in this
discussion than the technical aspects of how to address the financing problems of
Social Security. Behind all the discussion of “bend points,” “year of exhaustion,” “de-
pendency ratios,” and “percents of taxable payroll,” this debate is fundamentally
about our sense of responsibility to each other; about the basic protection that each
working American should be assured of for themselves and their families in old age,
disability or on the death of a loved one; about the mix of public and private efforts
we should encourage to assure that security. In other words, the disturbing tend-
ency in media and public discourse to reduce Social Security discussions to mere ac-
counting exercises of the financial cost of the program overlooks the benefits this
program provides and the real consequences to the well-being of individuals and
families of various possible changes. Social Security is an institution that has
strengthened the nation’s families and communities. In a very fundamental way it
is an expression of the moral commitment of our nation to serve as our brothers’
and sisters’ keepers and to honor thy mothers and fathers. In the process of address-
ing long-term financing problems, it is important that we not lose sight of this moral
dimension of the program which is one of the joining institutions of our society.

crease even further. Even after age 67 is phased in as the new normal retirement age, as
planned under the current law, beneficiaries of the future will generally receive retirement ben-
efits for more years than current beneficiaries. Moreover, this change, some suggest, will encour-
age work effort on the part of the old. However, others point out that there is little evidence
that workers will substantially increase their work effort, even if employment opportunities are
available. Of most concern, this change undermines the adequacy goal of Social Security, with
much of the long-term savings to the trust fund coming disproportionately at the expense of fu-
ture lower-income persons who may be unable to work due to limited employment opportunities
and health problems. Among both proponents and opponents of retirement age changes, there
is recognition that such changes will have potentially deleterious effects on some marginally-
employable older workers of the future, leading many to suggest the need to consider ameliora-
tive policy interventions if the normal retirement age is increased. For example, Congressman
Pickle’s bill (H.R.4275) proposed pairing an increase in the Social Security retirement age to 70
with a reduction in the SSI eligibility age to 62.

10Edith Fierst, a member of the Advisory Council, notes that Social Security’s actuaries esti-
mate that taxing “the cost of employer-provided group health and life insurance ... as though
it were cash compensation” would address roughly one-third of the predicted shortfall). (See
E.U. Fierst (1997). Supplemental statement. In Advisory Council on Social Security (1997), pp.
135-154).

11During the 1980s as the income distribution widened (with more people being pushed well
above average wages), the proportion of wages covered by the payroll tax dropped from roughly
90% to 88%. It is projected to drop to 85.5% ten years hence. (Alternatively, some would suggest
giving consideration to treating 100% of employer payroll as taxable for Social Security pur-
poses. This approach would address nearly one-half of the projected financing problem and is
consistent with the view that the employer’s contribution is part of a pool of funds that promotes
the social goals of Social Security.)
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TaBLE 1. Year of Trust Fund Exhaustiona

Projected OASDI
Set of Assumptions OASDI DI OASDI Deficit as % of Tax-
able Payroll
Alternative | (Low Cost) ............... Never Never Never +0.21
Alternative Il (Best Estimate) ..... 2031 2015 2029 —2.23
Alternative 111 (High Cost) ........... 2022 2007 2018 —-5.54

a “Exhaustion of a trust fund means that its accumulated assets are depleted. Payroll tax and other income
will continue to flow into the fund, however.”

Source: 1997 Trustees Report

Table 2

Table 2.-~Amount of OA SDI benefits in current-payment status, by type of benefit, by sex of beneficiaries aged 65 or
older, and by State, December 1994

(In thousands)
Retirement benefits Survivor bencfils Disability besefits Aged 65 or older
Wives
Widows and
Retired [ Wives and =d Disabled | hus- i
State 2nd county Total workers ! | busbands | Children | widowers > | Children | workets | b Children |  Men Wemen
$26,535427 $18415223 S1,101,116 $136050 $3,528,749 $450,406 $2.620948 $43,246 $239,679 $9.889379 $11,003,747
266497 3,009 65,670 18,566 56,751 1138 5883 143492 168,201
16076 187 2,550 1,923 3210 45 35 109 7,881
312,252 1,944 48,615 12,076 4,565 651 3,585 7Ll 170,901
176,868 1,534 38,174 9,996 39,103 715 4,059 97036 106,
1,771.463 13,642 298,118 76677 139439 3,168 19391 967917 1027847
196,119 14232 1,194 37,598 9,601 34821 528 3177 109,226 114,011
298,584 12144 1774 43,741 9524 1822 94 2169 1829 174,902
55,167 2,966 350 6,481 2,361 6,640 a 529 29,141 31,025
x 1177 189 5327 1,879 4340 2t 24 137% 19,888
1385150 74628 7634 24815 42316 143,664 2323 12,162 756301 73,040
365,947 19,499 3,007 75534 25932 77041 LI79 1590 185477 224,558
71736 3.639 936 9,606 2,902 ,290 8 S09 42,996 39,7124
73,550 5172 535 12,874 3,565 9,849 180 42,118 40,538
5 46,018 5908 166,034 38091 104330 1,340 9,692 820 525,293
495617 3,126 85,764 20,108 60, 951 $917 218562 263474
238,447 17752 1417 49,000 8607 24,751 350 2204 131,85 147,852
196492 13,062 1,179 37,715 7974 20,720 252 1,941 107,118 120,522
229970 17364 2,095 60, 14,509 62,094 1547 6,517 127,795 146,833
219,174 20837 2730 68,112 19,774 1,469 15713 6261 131502 142,627
92.193 5529 605 17.181 3641 15,018 252 1,246 49.435 54559
298717 16,044 1943 56,991 15,560 35,086 396 2812 185,008 181,578
476410 22091 2,775 80428 15841 65424 786 518 242464 295213
715113 095 5358 I 34637 105826 1683 10588 424,163
311,97 20994 1,998 58,691 12029 34507 379 3066 169873 186,112
153,643 8823 1,909 35,389 12,655 40392 840 4683 81,000 95,766
405,775 778 2784 0,666 18,736 60,405 924 8721 213,597 247.183
60,050 4475 49 11,900 2,960 9,526 185 02 34,630 34,499
122,793 8,765 701 4,744 12.539 165 1219 67.578 75,712
103,401 4,616 658 14,012 4,052 14,769 165 1,049 51077 51,311
117,82 378 454 2,602 3074 10,653 143 %62 43,724
919,526 677911 26656 379 543 4,705 71,159 21 5832 346, 686
142,312 91,818 71,206 929 18,185 579 16293 410 1675 52,612 51,715
2003274 1477413 62539 10382 S8IL $6997 191617 2836 15668  7i6381 865085
74,930 482,119 2239 3,132 24437 88.963 1,090 T30 L9 285,033
67,774 “UTA 4442 320 11,003 1925 4821 T 417 27,344 27,819
1,220278 800974 59574 6,126 188,680 963 116201 2,007 10731 448877 500,305
341,190 226615 15322 1,595 49089 11,865 33 586 3052 I1AM 138905
346,717 249297 14869 1,486 40,596 8988 28717 441 2324 13595 140,490
X 1084278 64,09 6360 221899 38024 110374 1844 8471 51988 667,619
121,964 90,195 2999 43 13,063 2665 11074 133 44,848 4403
358230 234,045 11324 1924 2377 15,089 43204 630 4617 118,405 136,682
76,847 51979 4312 349 11,264 2,242 6,035 97 568 30316 31,635
529,680 336,785 20,662 2,780 73.513 19365 68929 1,170 6477 177,569 2723
1,450,845 95450 TR 8671 22018 61274 135604 2,846 13676 52912 565,137
136,613 S 6735 836 15392 5908 11,804 179 13ss 53,109 52,101
59,686 4274 2351 276 7,465 1,661 6.008 104 546 21,894 »
668 371414 21.70% 2,600 T4654 19,141 61831 1177 558 193,04 226,748
513,608 808 991 2,255 59,980 14,276 46,783 42 3,875 198,836 205,682
232,164 134027 11,752 1412 40437 7.7% 32310 1085 339% 78416 £7.994
572,050 405368 23410 2716 73,157 15,088 47,196 642 4473 217,848 236,479
43,808 30,029 1887 178 5 1,602 43195 68 413 16,874 16427
1,281 37 60 mn 122 274 9 45 24 @2
1,646 1522 165 66 315 B9 200 5 k2l 1019 €33
240 9 12 11 25 62 21 0 3 67 26
116,610 12,015 3,108 29,688 13,183 51643 1,618 6,505 .77 64,057
5762 3782 196 2] 567 433 13 11 s 2,015 1,92
155335 93,423 10512 1,526 34975 7,094 6310 bZ<] 750 57845 68,8%
* ncludes tpecial age-72 beneficiari

? Includes nondisabled widows an

d
widowed mothers sd fathers, and parca

ies.
widowers, disabled widows and widowers,
ts.

Source: Secial Security Administration
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Table 3

Table 3.—Number of OASDI beneficiaries with benefits in current-payment status, by type of benefit, by sex of
994

beneficiarics aged 65 or older, and by State, December 1!

Retirement benefits Survivor bemefits Dizability benefits Aged 65 or older
Widows
Retired  |Wives and and Disabled |Wives and
State and county Total workers ' | husbands | Children | widowers | Children | workers | husbands | Children Men ‘Women

United States, total 42881068 26409.114 3066164 439860 5519492 1863916 3962893 270,950 1348679 12,523,800 18,626,556
766,743 412,797 3,774 10.291 116,040 42,562 9,16 7,440 34,736 197339 312,283
41,938 23326 2.446 727 4,130 4850 315 1,87 11,975 13,585
686,591 442,176 51,233 6,503 73,520 26,996 62,023 3,895 20,45 214490 287336
504210 280, 35,020 5,641 62579 B36 61979 4 24353 137349 202307
3.940220 2489845 305013 44,742 448838 168712 248 19409 105413 1205958 1,704,630
484277 288572 39,925 3,740 S3321 20067 52673 3242 17737 141060 200805
560,337 390575 29,5% 61,009 19230 4183 1845 11468  1T34T1 097
116,640 75,828 7,531 4960 9.850 558 2,895 832 50318
71,501 49,497 3,669 5011 7364 132 1216 20,114 37209
2,934435  1,990.871 205012 «,097 215262 13,703 65850 951, 1 783

989 559, 56217 58,960 120,893 7,925 43763 2148527 ¥
16 113269 11.02% 6401 9,495 587 2, 56,677 68,136
174,218 55 14,509 7,730 5,043 1160 5615 54 71,946
1,827,854 1160346 118,048 M4 152671 7287 0891 536021 &9.988
807 597761 64,694 539 89214 558 31,955 274468 424,461
39,094 341222 48486 17759 38313 2,174 12,848 (66201 252224
430, 274998 34,185 684 1581 10946 130959 199304
697,108 356483 53,608 32566 93795 9797 37320 178242 274384
697,219 335, 61454 46,817 77.021 9,546 38993 179280 260,682
232404 143670 16071 7.964 17 7914 61419 99754
196 427315 43,483 33,781 51,835 2263 14049 194203 302312

1835751 680,875 58,183 3428 100,562 5,162 29870 300893 484,
1,584, 961450 116,063 69487 147353 9497 54514  4BD4 677124
710370 149 $9.183 2473 54244 2353 17050 219942 323914
251027 28151 30982 65674 SBT3 29812 3365 185630
967,259 593,690 66,579 41,050 92,502 5,798 3L99% 274796 424710

148,429 88874 12,669 6443 4,305 1,161 5123 45,624 3
279,816 178,636 24,085 9,969 19,7208 14 7,092 130,382
219,206 147,280 12,689 8355 1336 5420 72,235 85,233
180,37 121285 9822 6.051 16,145 983 5,56 53,888 79,504
1,305,017 &3 803 50.739 102,617 5349 28922 393334 609,169
249, 140,225 21.927 14,204 846 10,886 72,037 95,941
2955585 1918426 163,233 122,186 5,202 17,117 82841 847887 1,334,800
1,204,847 405 085 182 141,818 7.0% 287 324993 509,221
115,232 68,209 13,166 4275 7848 44 2473 N322 52,060
1896304 1123351 159,174 74985 170577 11478 51881 551,697  B39EM
569,641 341080 44, 26077 50,725 3725 17435 164260 246816

533276 351830 40,132 18604 42974 2,563 12551 169226 234,
2323281 1508944 167,467 79223 162924 11349 47215 71389 1094200

188, 130,571 7,998 5670 17471 951 4735 55495 89,
609,827 355,855 32,468 34,544 75341 25337 158305 245521
133,846 8135 13,086 5,268 9,991 629 3 59.401
909,908 513421 60,859 43,945 110334 7.766 089 239917 375,848
2428626 138375 210,39 137422 677 18883 82,18 692,146 1013,09

218962 134423 1833 12705 18197 1,166 65997  BY,
96,515 60,074 6.603 3,623 9,581 683 3332 28,213 41,385
926,783 558,572 62,410 41,218 7.286 404 257343 400,656
T8 321 500,850 60,397 ,000 65,854 3,658 20381 41,884 338123
385, 194410 33773 16752 6066 18179 102,217 156,007
877120 568315 63,034 30812 70612 3948 . .1 391,85
69,258 42,951 5124 3.%6 45 21,200 28082
409 1,114 25 362 1 m 583 82 455 638 7
6,728 3,116 m 387 73 1,024 361 54 290 2057 1705
858 67 101 B9 261 60 5 27 153 75
608,502 ,300 57208 18112 348 93247 12,691 49,093 152,714 178,646
11299 6374 N6 3% 1113 1,180 985 80 502 3,135 3737
368,821 200229 50,355 8,039 .87 19,021 11,59 1,460 4334 122,777 166,260

! Includes special age-72 beneficiaries.
? Includes pondisabled widows and widowers, disabled widows and widowers,
widowed mothere and fathers, and parents.

Source: Social Security Administration
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TaBLE 4. Importance of Various Sources of Income to Elderly Households, 1994*
(ALL MEMBERS OVER AGE 65)

Quintiles
All Aged Units _ _ _
G | Onde | g | W | S | s
(©1 (Q2) (Q3) (Q4) (Q5)
Number of Units ..
(in millions) . 239 4.9 4.7 4.8 4.8 4.8
Percent of Total Income
From: **

Social Security .......... 42.1 81.2 81.1 65.9 48.3 22.7

Railroad Retirement 0.6 0.7 1.0 0.7 1.0 0.4

Government em-

ployee pension ....... 8.4 0.8 24 53 10.2 10.2
Private pension/an-

NUILY oo 9.7 1.7 4.0 8.1 12.7 10.5
Income from assets .. 17.6 2.7 54 10.3 14.4 24.4
Earnings ..... 18.0 0.2 2.2 6.2 10.9 28.5
Public Cash
Assistance .. 0.9 11.0 2.0 0.8 0.4 0.1
Other ... 2.7 16 1.9 2.8 2.2 3.2

*All members of households are 65 or over. Aged units are married couple living together—at least one of
whom is 65—and non-married persons 65 or older.

**Details may not sum to totals due to rounding error.

Source: US Department of Health and Human Services, Social Security Administration, Office of Research
and Statistics, Income of the Population 55 and Over (Washington, D.C: January 1996), pp. 109-113.

TaBLE 5. Share of Aggregate Income to Elderly Households,* 65 and over in 1994

African-American
Units 65 & Over

Hispanic
Units 65 & Over

White

Units 65 & Over

Percent of Cash Income From:**
Numbers (in millions)
Social Security
Railroad Retirement
Government Employee

sions

Private Pensions or Annuities ..

Earnings
Income from Assets
Public Assistance
Other

Pen-

22

12
49.3
0.2

4.6
6.9
22.4
6.9
6.3
3.6

21.2
41.9
0.6

8.2
9.9
175
18.5
0.7
2.2

*Aged units are married couple living together—at least one of whom is 55—and non-married persons 65 or

older.

**Details may not sum to totals due to rounding error.
Source: US Department of Health and Human Services, Social Security Administration, Office of Research
and Statistics, Income of the Population 55 and Over (Washington, D.C: May 1996), pp. 112.
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TABLE 7. Total Money Income of Elderly Households, 65 and over, in 1994

Married Couples Non-Married Persons
Numbers (in Millions) ..........ccocceviiiiieiinen, 9.7 14.2
Total Percent .........c.c...... 100.0 100.0
Less than $10,000 5.3 34.4
$10,000 to $19,999 26.2 33.0
$20,000 to $29,999 24.2 12.3
$30,000 to $39,999 15.2 7.2
$40,000 to $59,999 14.3 6.9
$60,000 to $99,999 9.7 4.4
$100,000 or more 5.1 1.9
Median INCOME .......ccovvvvveeeiiie e $27,013 $13,538

*Aged units are married couple living together—at least one of whom is 65—and non-married persons 65 or
older.

**Details may not sum to totals due to rounding error.

Source: US Department of Health and Human Services, Social Security Administration, Office of Research
and Statistics, Income of the Population 55 and Over (Washington, D.C: January 1996), pp. 26, 27

Mr. JoHNsoN of Texas. Thank you, sir.
Ron Gebhardtsbauer, a senior pension fellow at the American
Academy of Actuaries. Go right ahead, sir.

STATEMENT OF RON GEBHARDTSBAUER, SENIOR PENSION
FELLOW, AMERICAN ACADEMY OF ACTUARIES

Mr. GEBHARDTSBAUER. Good morning, and thank you for inviting
me to speak today. As you mentioned, my name is Ron
Gebhardtsbauer, and | am the senior pension fellow at the Amer-
ican Academy of Actuaries. We are the nonpartisan public policy
organization for actuaries in the United States, and we analyze leg-
islation but do not endorse or propose legislation.

Today | am going to speak to your four questions, namely: Is re-
form necessary and how soon do we need to act, what are our as-
sessments of some of the recommendations and proposals, and fi-
nally, what is the next step.

For the first question, | will just second the speakers ahead of
me and say Social Security does have a financial problem, because
eventually, they will not be able to pay full benefits. But even soon-
er—which answers the second question—even sooner, the year
2008, we have some budget concerns.

Right now, Social Security brings in more than $30 billion to the
system that it does not pay out right away, so it helps the deficit.
This will go on until the year 2008, and that is the time when the
baby boom starts retiring. At that time, the money coming in from
Social Security tax income will be less that what it pays out, there-
fore the surplus goes down. So that if Congress balances the budget
using Social Security surplus, that means that in the year 2008, it
will start going out of balance because the surplus in Social Secu-
rity is going down.

So that means we need to fix it by the year 2008, but we prob-
ably do not want to wait until then if Congress feels that it is also
important to enact rules that help us plan for these changes, enacts
rules that are less drastic and ones that we can phase into gradu-
ally and not have notches.
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Your third question is what is our assessment of some of the Ad-
visory Council recommendations and other proposals. | have a prior
speech that | have made, and | have given you copies of it—and
it goes into detail, so that | can just talk about the larger signifi-
cant advantages and disadvantages.

All three of the Advisory Council options have the big advantage
that they solve the Social Security problem. They put it into actu-
arial balance—and this is important—they get the trust fund to be
stable at the end of the 75-year period, because if all we do is put
it into actuarial balance and do not get those trust funds stable at
the end of 75 years, then we will be back here in 10, 20 years, try-
ing to fix it again.

So the Advisory Council's number one proposal, the maintain
benefits proposal, creates stable trust funds by increasing contribu-
tions in the year 2045, way in the future.

The other two options increase the retirement age, and that is
probably a more permanent solution because it is addressing the
need, the fact that people are living a lot longer; and so as people
live a lot longer, it would gradually go out of actuarial balance and
increasing the retirement age stops that.

But each of the Council's proposals have disadvantages. The
maintain benefits proposal increases contributions way out there in
the future for a future generation and does not require it of our-
selves. Can we require them to put in more than we are putting
in?

In addition, it invests some of its trust funds in the stock market,
which has the advantages of higher return and really saving the
money outside the government, but it has governance concerns.
Well, you could remedy that by delegating the responsibility of vot-
ing to the money managers, but if this system eventually has 5 to
10 percent of U.S. markets in it, it might be tempting to change
those rules.

The next option is the individual account option. Its main con-
cern is that the benefits are not as good right away, and that is
because it does not take any money from Medicare, which one of
the other options, maintain benefits, does. In addition, it keeps all
its trust fund money invested in Treasuries and not stock, so it
does not have higher benefits. And the third reason is because it
has a transition. Whenever you move toward a personal account,
and you have a transition, somebody has got to pay twice or more
than just for themselves, and that is what happens to that sys-
tem—either you pay more, or your benefits are less.

The third option is the personal security account option. It gives
better benefits because they invest more money than the other ones
in the stock market. Where do they come up with that money?
Well, they borrow it from the U.S. Government. And in fact, in the
first 7 years of this plan being in effect, it increases the deficit by
over $1 trillion. So in other words, the transition cost there is paid
for through increased interest rates, higher borrowing costs, higher
inflation and higher taxes. So what it does is make Social Security
a better deal at the expense of taxpayers and also industry.

Also, this other option will have risks. The other options, the
other two, if they borrow just as much money and invest in the
stock market, could do just as well and not have risks, but this one
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is going to have more risk because it will put on the individual the
investment risk, the inflation risk, and the longevity risk—they
might outlive their money. And so the individual account method
handles this by putting restrictions on some of those investments;
you can only invest it here, and you have to have an annuity. But
these restrictions then cause governance concerns, and the PSA
group decided to opt for more risk instead of more restrictions and
governance concerns.

Finally, on the PSA option, we have to discuss the issue of sus-
tainability—can that system be sustained. Can we continue to re-
quire people to put mandatory contribution into accounts, and is
this $400 benefit that it pays to everybody, that is going to have
a poor money’s worth, sustainable, or could that be turned into wel-
fare?

Finally, all the proposals that we have to deal with, we should
look outside Social Security and see what their effects are. What
are the effects of these proposals outside the system—for instance,
on retirement income of an individual, which includes personal sav-
ings and also employer benefits, which are the other two legs of the
retirement stool. We do not want to heal one leg by reducing or
eliminating the other legs and end up with a one-legged stool.

So we may have a way to use employers, and | cannot go any
further, but maybe we can talk about it later, how we can use em-
ployers.

Finally, I want to thank the Subcommittee for having this hear-
ing and educating the public on some very important and complex
issues.

Thank you.

[The prepared statement follows:]

Statement of Ron Gebhardtsbauer, Senior Pension Fellow, American
Academy of Actuaries

Chairman Bunning, committee members, staff, and fellow panelists, Good Morn-
ing. My name is Ron Gebhardtsbauer and | am the Senior Pension Fellow at the
American Academy of Actuaries. The Academy is the non-partisan public policy or-
ganization for actuaries in the United States that analyzes, but does not endorse
or propose legislation.

In order to save time, | have provided the subcommittee with copies of a more
comprehensive presentation on this subject, so that I can focus on the four questions
the subcommittee has asked the Academy to address regarding the Old-Age Sur-
vivors and Disability Insurance program, or Social Security.

The subcommittee’s first question concerns the degree to which Social Security re-
form is necessary. To the extent that this nation wants to sustain the successes of
the current Social Security program (e.g., alleviating poverty among the elderly), So-
cial Security needs to be modified sooner rather than later. Without changes in the
law, the government’s actuarial predictions show that only 75% of benefits will be
payable from income after the Trust Funds are exhausted in 2029, and as our coun-
try ages, this becomes 69%. This can be easily seen by looking at the demographics.
Today there are about 3 workers for every beneficiary. In 2029, when virtually all
the baby boom cohort will be retired, there will be about 2 workers for every bene-
Eiciary. This projection is quite accurate because it is based mostly on people already

orn.

There is also a U.S. budget concern which occurs much sooner, and this is respon-
sive to the next question posed by the subcommittee, namely, “How soon is Congres-
sional action needed?” At present, Social Security’s tax income exceeds its outgo by
$30 billion, which helps the U.S. deficit look lower than it actually is. This $30 bil-
lion annual surplus starts to decrease around the year 2008, which is exactly when
the baby boom generation starts to retire. By 2012, Social Security’s tax income will
be less than what it pays out. Thus, if Congress balances the U.S. budget in 2002
using Social Security’s surplus, then Social Security could put the U.S. budget out
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of balance in the year 2008. Therefore, if a balanced budget is a goal of Congress,
then the Social Security fix should be in effect by 2008. But action is needed even
sooner than that if Congress wants to:

« enable workers to plan ahead for the changes

« have gradual implementation (i.e., less chance of notches)

 include more people in the solution

* have a less drastic solution,

¢ restore faith in the system again.

Congress should analyze the potential solutions carefully, which leads to the third
question: What is the Academy’s assessment of the Advisory Council recommenda-
tions and other proposals?” The attachment goes into the details about most provi-
sions, so | will just discuss the more significant ones.

The advantages of the three Advisory Council options are clear. All three options
solve the financial problems of Social Security for the upcoming 75 year period and
maintain a stable Trust Fund at the end of that period. It is important to stress
that second part. It is not sufficient to just put Social Security back in actuarial bal-
ance over the next 75 year period. If that is the only action Congress takes, then
in 20 years there will be another crisis. This is because, as future deficit years get
included in the 75 year period, the system gets thrown out of balance a little each
year. The Maintain Benefits group solves this by increasing contributions by 1.6%
of covered pay starting in the year 2045. The other two Advisory Group options
solve this by increasing the Normal Retirement Age to 67 by 2011 and age 70 by
2083. This produces a more permanent solution. Unless, the Normal Retirement Age
increases with longevity, the system will eventually go out of balance.

Each Advisory Council option also has disadvantages.

The Maintain Benefits (MB) option requires future workers to contribute 1.6% of
wages more into Social Security than current workers will ever pay. Furthermore,
in order for their option to be in balance, the Social Security Administration would
have to invest 40% of their surplus in passive equity indexes. This has advantages.
For example, the additional savings from the MB option would really be saved if
invested outside the government, and their long-term yields would improve. Indexes
avoid the concern that Social Security would manipulate the market and proxy vot-
ing could be delegated to the money managers, like at PBGC and the Federal Thrift
Savings Board, two other government agencies that have equity investments. How-
ever, with an estimated 5% to 10% of the domestic market, there are concerns that
these restrictions could be loosened in the future. Other alternatives with less gov-
ernance concerns (but also smaller returns) would be to invest in other indexes,
such as those for mortgages (but that would entail competition with banks), munici-
pal bonds (their lower returns would be supplemented by less tax expenditures), and
corporate bonds (this would have an advantage of lower borrowing costs for indus-

ry).

The Individual Account (I1A) option gradually reduces OASDI benefits by up to
20% for middle and upper income workers in order to keep costs within current con-
tribution levels. The reason these reductions are so much more than the MB option,
is because their Defined Benefit portion invests only in Treasuries and thus, has
a lower return on investment, or a lower money's worth, for middle and upper-
income Americans. However, when combined with annuities from their Individual
Accounts, their money’s worth ratios generally increase up to those of the MB plan.
Eventually, as their savings in stocks exceeds those of the MB plan, their money’s
worth ratios could eventually be better for many people. This demonstrates the
point that any transition from a DB-type plan toward a DC-type plan will take
many years and one group must pay “twice.” The Individual Account option does
this by increasing contributions by 1.6% of covered pay.

The Personal Security Account (PSA) option has greater yields and benefits for
most people, because this system invests the most money into the stock market. It
must be noted, however, that it does this by increasing the U.S. deficit by over $1
trillion in the first 7 years. It is not a revenue-neutral bill. This could increase inter-
est rates, borrowing costs, inflation, and taxes and, in fact, they pay for this transi-
tion cost through raising payroll taxes by 1.52% of pay. Another significant point
is that the MB and IA options could achieve better yields and benefits than the PSA
option if they also borrowed as much from the U.S. Treasury, and they would do
it with less risk to the individual.

The PSA option places many more risks and responsibilities on the individual,
such as investment risks, higher administrative expenses, longevity risks, leakage
risks, and inflation risks. In the 1A option, the risks on the individual are reduced
by restrictions on investments, payroll deductions to a government clearinghouse
(similar to the Federal Thrift Plan), requirements for inflation-indexed annuities,
and restrictions on withdrawals before retirement. However, these restrictions in-
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crease the governance concerns and create a greater bureaucracy, so proponents of
the PSA plan opted for risk over restrictions.

Another concern with the PSA option relates to the sustainability of this very dif-
ferent view of Social Security because of the following questions. Would Congress
continue to mandate both low-income and high-income Americans to invest in their
accounts, without allowing them access during difficult times? Would the flat $400
monthly benefit with its poor money’s worth for middle and upper income workers
succeed? Would a means test eventually be applied to it and thus turn it into wel-
fare? Would tax avoidance occur? Under the current Social Security system, the
more money you put in, the more money you get out. This would not be the case
for the $400 benefit. Experience from other countries shows that tax avoidance oc-
curs when one gets nothing for the additional taxes.

Finally, it is important to look outside the Social Security system and determine
the effects of the various proposals on an individual’'s total retirement income. This
would include employer pensions, personal savings, and possibly part-time work,
sometimes referred to as the other legs of a retirement stool. Diversification can be
helpful here. For example, when the stock market is down, traditional employer
pension plans can be more valuable than mandatory Individual Accounts. When
low-income individuals have small savings and pensions, Social Security’s adequacy
element is more helpful. Thus, Congress should be aware of the consequences if one
leg is saved by harming the other legs, and thus end up with a one-legged stool.
For example, some fixes like means testing Social Security benefits and additional
contribution mandates would reduce other legs of the stool, namely, personal sav-
ings and employer pensions. Congress should be careful not to eliminate the em-
ployer leg. Employer pension plans generally achieve better yields than individuals
(by 150 to 250 basis points each year) and have been very helpful not only to indi-
viduals, but also to the national economy. Maybe there is a way to use employers.
For example, if an employer has an adequate pension plan, then maybe the individ-
ual account mandate could be waived. Not much has been developed in this area,
and the American Academy of Actuaries would be glad to discuss this further with
the subcommittee.

Finally, the subcommittee asked for specific recommendations for moving forward.
Some proponents of reform suggest passing some provisions now, such as reducing
COLAs and mandating coverage to all state and local government employees. These
changes will help reduce the U.S. deficit over the next 15 years, but will not help
the financial stability of Social Security until after that. This may be an appropriate
reform if the policy objective is also to reduce U.S. deficits. However, it Congress
wants the additional savings to help the Social Security program and not the U.S.
budget, then these provisions may need to be enacted in conjunction with private
investment options. Since the concept of private investment entails a much different
view of Social Security, we would suggest that Congress allow sufficient time to edu-
cate the public and consider all of the ramifications.

Once again we commend the subcommittee for taking a leading role in educating
the Congress and public on a very complex, but important topic.

Mr. JoHNsoN of Texas. It surely is complex, for sure.

Mr. Neal, 1 happen to have someone here from Dallas, Texas,
that I am going to challenge you with. I am going to introduce John
Goodman, of the National Center for Policy Analysis, who will
speak next. He is from my area of the country.

Mr. NEAL. You have the gavel; you can do what you want.
[Laughter.]

Mr. JoHNsoN of Texas. Thank you.

John, go ahead.

STATEMENT OF JOHN C. GOODMAN, PRESIDENT, NATIONAL
CENTER FOR POLICY ANALYSIS

Mr. GoobMaN. Thank you, Mr. Chairman and Members of the
Subcommittee, | am honored to be here and would like to commend
all of you for having these very important hearings. Our institute
also receives no money from the government.
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The key to understanding elderly entitlement programs is to rec-
ognize that they are based on the principle of pay-as-you-go fi-
nance. What that means is that every dollar of payroll tax that is
collected is spent—is spent the very minute, the very hour, the
very day that it comes in the door. If it is not spent on Social Secu-
rity benefits, it is spent on something else, but it is nonetheless
spent. No money is being stashed away in bank vaults, no invest-
ments are being made in real assets. What that means is that in
order to pay promised benefits in future years, we are going to
have to collect taxes from future generations of workers.

How high will those taxes have to be? Well, each year, the Social
Security Trustees put out a report estimating what those taxes are
going to have to be, and | have brought those numbers with me
today.

According to the intermediate forecast of the Social Security
Trustees, if we move out to the year 2045, when today’s college stu-
dents will be reaching retirement age, we are going to need a pay-
roll tax 50 percent higher than the one we have today, just to pay
Social Security benefits currently promised into law.

According to the pessimistic forecast of the Trustees, we are
going to need twice the payroll tax that we need today to pay bene-
fits already promised by law.

Now, | realize we are here this morning focused on Social Secu-
rity and not Medicare, but these two programs are funded by the
same payroll tax, and also, the benefits have overlapping effects, so
let me just complete the unfortunate picture for you.

According to the intermediate forecast, at the time when today’s
college students retire, in order to pay Social Security plus both
parts of Medicare, we are going to need almost one-third of the in-
come of future workers. And according to the pessimistic forecast,
in order to pay Social Security plus both parts of Medicare, we are
going to need more than half of the income of future workers.

Now, what about the trust funds? The trust funds, of course, hold
a special kind of government bond, and all too often there is a
tendency to treat this as though it meant something real. In fact,
it does not. Professor Robert Eisner has pointed out that we could,
with the stroke of a pen, double or triple the number of pieces of
paper in these trust funds and that would have no economic effect
whatsoever. Conversely, we could with the stroke of a pen simply
wipe out the trust funds, and that would also have no economic ef-
fect whatsoever.

The reason is that every bond, every asset held by the trust fund
is offset by liability of the Treasury, so if you sum over both agen-
cies of government, assets and liabilities cancel out, and you have
no ability to pay any benefits.

The bonds in the trust funds—the Trustees cannot sell them on
Wall Street, they cannot sell them to foreign investors. The only
thing they can do is hand them back to the Treasury, and the
Treasury wipes out its liability, and now it is at zero base. The only
way the Treasury can pay benefits is by going out and borrowing
or by collecting more taxes from future generations of workers.

Remember, every payroll check that is written for Social Security
taxes is written to the U.S. Treasury, and every Social Security
benefit check is written on the U.S. Treasury. The trust funds are
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simply a lateral accounting device with no real economic signifi-
cance.

For that reason, I must take issue with Dr. Kingson when he
says in his testimony that we have sufficient revenue to pay bene-
fits out to the year 2028. Not true. That treats these special bonds
as though we could pay benefits with them, and we cannot. The
Trustees very clearly have indicated in their intermediate forecast
that in the year 2028, we are going to need twice the payroll tax
we have today in order to pay benefits currently promised into law.

What can be done about all of this? I think the Advisory Council
had some interesting ideas; | think none of them goes far enough.
If we look around the world today, there are governments that are
behaving responsibly, that are moving rapidly away from pay-as-
you-go finance and toward a system under which each generation
pays its own way.

Chile, in our hemisphere, has made the most radical change, and
Chile has been copied south of our borders by Argentina and Co-
lombia and Peru, and it is about to be copied by Mexico and Bolivia
and Ecuador. Similar privatization schemes have been put into
place in Hong Kong and Australia. Singapore never had a pay-as-
you-go system; it always had a funded system. Britain has gone
halfway toward a funded system.

These are all countries, many of them democracies, some of them
with cultures similar to ours, that have moved away from pay-as-
you-go finance and have realized that in order to have a sound sys-
tem which can pay benefits during the retirement years, it must
be based upon the principle that each generation must pay its own
way.

Thank you, Mr. Chairman.

[The prepared statement follows:]

Statement of John C. Goodman, President, National Center for Policy
Analysis

SoclAL SECURITY: THE NEED FOR RADICAL REFORM

The key to understanding elderly entitlements is to realize that they rely on pay-
as-you-go financing. Every dollar of Social Security tax revenue is immediately
spent on payments to beneficiaries or borrowed by the federal government in ex-
change for special bonds that go into the Social Security Trust Fund. No Social Se-
curity tax revenues are invested in real assets. As a result, in order to pay benefits
in future years, the government must collect new taxes from succeeding generations
of workers.

Like our own system, the vast majority of the social security systems in the world
today are pay-as-you-go. Not only do they face the same problems we face, most de-
veloped countries are in worse shape. Within a generation (by the year 2020), 16
percent of the U.S. population will be elderly. But one out of every five people will
be elderly in Denmark, Finland, Greece, Italy, Sweden and Switzerland. One out of
four will be elderly in Japan. Indeed, by this measure only Ireland, Australia and
New Zealand are in better shape than the United States.

Less-developed countries with their higher birth rates and younger populations
should be able to weather their problems for several more decades at least in prin-
ciple. But because many of these countries have mismanaged their retirement sys-
tems, they too face imminent crises. Some have already acted, paving the way for
others. Among the most notable alternatives to pay-as-you-go social security are the
following:

« Britain allows employers and workers to opt out of the second tier of public so-
cial security by setting up private pension plans with benefits at least as generous
as the government system.
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« Chile requires workers to save for their own retirement by making regular de-
posits to private pension accounts, which are similar to the American equivalent of
Individual Retirement Accounts (IRAS).

e The Chilean system has been copied to one degree or another in Argentina,
Australia, Colombia, Hong Kong and Peru and will soon be implemented in Bolivia,
Ecuador, El Salvador, and Mexico.

« Singapore requires employees and employers to contribute jointly to individual
investment accounts, which may be used not only for retirement income but also to
pay medical expenses or make the down payment on a home.

These privatized systems are fully funded, and each generation provides for its
own retirement. The systems avert the long-term financial crisis inherent in a
chain-letter approach. They also encourage saving, which in turn generates higher
economic growth.

FUTURE TAX BURDENS

Tables | and Il show how bad the future looks for the United States under our
current system. These tables are based on calculations made by the Social Security
Administration actuaries and contained in the Trustees Report on the elderly enti-
tlement trust funds.t

Consider the year 2040, about the time when many of today’s college students will
be reaching their retirement years. According to the intermediate forecast, the frac-
tion of employee earnings we will need that year to pay Social Security benefits will
be almost 50 percent higher than today. We will need almost one-third of workers’
incomes in order to pay Social Security plus both parts of Medicare.

Table |
Elderly Entitlement Spending As a Percent of Taxable Payroll 1
Intermediate Assumptions

Social Social Secu- SS Plus
Year Social Security rity All Government
Security plus Part A plus Total Health Care

Medicare Medicare 2 for the Elderly3
11.49% 15.45% 17.07% 19.54%
11.71% 16.24% 18.11% 20.95%
12.15% 17.23% 19.43% 22.67%
13.20% 19.02% 21.80% 25.65%
14.62% 21.36% 24.13% 28.35%
15.92% 23.62% 28.27% 33.89%
16.78% 25.41% 30.58% 36.85%
17.19% 26.47% 32.04% 36.36%
17.02% 26.88% 32.65% 39.74%
17.00% 27.17% 32.94% 40.16%
17.16% 27.52% 33.14% 40.35%
17.51% 28.05% 33.56% 40.79%
17.84% 28.64% 34.19% 41.54%
18.07% 29.20% 34.92% 42.50%
18.26% 29.76% 35.75% 43.62%

1Taxable payroll used to compute all the tax rates in this table is the tax base for the Old Age, Survivors
and Disability Insurance program (referred to as Social Security). It consists of wages and salaries of workers
in employment covered by Social Security up to a maximum of $65,400 in 1997 for any worker. Actual taxable
payroll for Medicare Part A is larger than that for Social Security because there is no maximum and more
workers are covered. See 1997 Board of Trustees Report, Table 111.A.2. Spending is net of the income tax reve-
nues collected on Social Security benefits. Taxation of benefits is projected to amount to 0.21 percent of tax-
able payroll under intermediate assumptions and 0.27 percent under the pessimistic assumptions in 1996, in-
creasing to 0.64 percent of taxable payroll under the pessimistic assumptions by the year 2070. See Board of
Trustees Report, Table 11.F.17.

2The Part B calculations are based on the Trustees’ intermediate projections of the ratio of Part B to Part A
as a percentage of gross domestic product, and assume that Part B participants will continue to pay 25 per-
cent of this amount through premiums. See 1997 Report of the Board of Trustees of the Federal Supplemental
Medical Insurance Fund, Table I11.A.1.

3Includes spending for the elderly under all government health programs. In 1987, per capita spending by
people age 65 and over from Medicaid and other government health programs was 40.4 percent of Medicare
spending. This study assumes the same relationship over the 75-year projection period. See Daniel R. Waldo
Sally T. Sonnefeld, David R. McKusick, and Ross H. Arnett, 111, “Health Expenditures by Age, Group, 1977
and 1987." Health Care Financing Review, Vol. 10, No.4, Summer 1989, Table 4.

11997 Annual Report of the Board of Trustees of the Federal Old-Age and Survivors Insur-
ance and Disability Insurance Trust Funds.
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Table 11
Elderly Entitlement Spending As a Percent of Taxable Payroll *
Pessimistic Assumptions

Social Social Secu- SS Plus
Year Social Security rity All Government
Security plus Part A plus Total Health Care

Medicare Medicare 2 for the Elderly3
11.97% 16.24% 1.99% 20.66%
12.97% 18.27% 20.46% 23.78%
13.74% 20.14% 22.92% 27.00%
15.00% 22.94% 26.74% 31.99%
16.77% 26.75% 32.29% 39.31%
18.52% 31.01% 38.55% 47.66%
19.95% 35.03% 44.06% 55.02%
20.88% 38.17% 48.44% 60.96%
21.45% 40.23% 51.22% 64.73%
22.11% 41.73% 52.86% 66.78%
22.97% 42.94% 53.78% 67.69%
24.11% 44.39% 54.99% 68.89%
25.29% 46.06% 56.73% 70.87%
26.34% 47.78% 58.80% 73.40%
27.31% 49.47% 61.01% 76.18%

1Taxable payroll used to compute all the tax rates in this table is the tax base for the Old Age, Survivors
and Disability Insurance program (referred to as Social Security). It consists of wages and salaries of workers
in employment covered by Social Security up to a maximum of $65,400 in 1997 for any worker. Actual taxable
payroll for Medicare Part A is larger than that for Social Security because there is no maximum and more
workers are covered. See 1997 Board of Trustees Report, Table 111.A.2. Spending is net of the income tax reve-
nues collected on Social Security benefits. Taxation of benefits is projected to amount to 0.21 percent of tax-
able payroll under intermediate assumptions and 0.27 percent under the pessimistic assumptions in 1996, in-
creasing to 0.64 percent of taxable payroll under the pessimistic assumptions by the year 2070. See Board of
Trustees Report, Table 11.F.17.

2The Part B calculations are based on the Trustees’ intermediate projections of the ratio of Part B to Part A
as a percentage of gross domestic product, and assume that Part B participants will continue to pay 25 per-
cent of this amount through premiums. See 1997 Report of the Board of Trustees of the Federal Supplemental
Medical Insurance Fund, Table I11.A.1.

3Includes spending for the elderly under all government health programs. In 1987, per capita spending by
people age 65 and over from Medicaid and other government health programs was 40.4 percent of Medicare
spending. This study assumes the same relationship over the 75-year projection period. See Daniel R. Waldo
Sally T. Sonnefeld, David R. McKusick, and Ross H. Arnett, 111, “Health Expenditures by Age, Group, 1977
and 1987." Health Care Financing Review, Vol. 10, No.4, Summer 1989, Table 4.

Two things are especially worth noting about this projection. First, although the
public focus has been almost exclusively on Social Security, government actuaries
are forecasting that the burden of Medicare will be almost as large as the burden
of Social Security. Second, future workers will pay a larger share of their income
just to support the elderly than today’s workers pay to fund all government services,
including programs for the elderly and the poor, national defense, highways, etc.

Nor is this the worst that can happen. Under the pessimistic forecast, the future
Social Security tax burden will be almost twice its current level and the elderly will
spend more than $2 of Medicare money each year for every $1 they receive in Social
Security checks. Workers will have to pay almost half of their earnings just to fund
benefits already promised the elderly under current law. Put another way, under
the pessimistic forecast, we have already pledged more than half the income of fu-
ture workers without regard to any personal needs they workers and their families
may have and without regard to the need to fund any other government program!

With a bit more realism, things get even worse. (See Figures | & Il.) Medicare
is not the only way we pay for the medical bills of the elderly. We also pay through
Medicaid (for the poor), the Veterans Administration (VA) system and other pro-
grams. In addition, the federal government is increasingly trying to shift more of
the Medicare burden onto private employers which means, onto workers in their
role as participants in employee benefit plans.
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33

FIGURE I

Elderly Entitlement Spending
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1 Taxable payroll used to compute all the tax rates in this table is the tax base for the Old-Age,
Survivors and Disability Insurance program (referred to as Social Security). It consists of
wages and salaries of workers in employment covered by Social Security up to a maximum
of $62,700 in 1996 for any worker. Actual taxable payroll for Medicare Part A is larger than
that for Social Security because there is no maximum and more workers are covered. See
1996 Board of Trustees Report, Table III.A.2. Spending is net of the income tax revenues
collected on Social Security benefits. Taxation of benefits is projected to amount to 0.22
percent in 1997, increasing to 1.31 percent of taxable payroll by the year 2070. See Board
of Trustees Report, Table ILE.17.

2 The Part B calculations are based on the Trustees’ intermedite projections of the ratio of Part
B to Part A as a percentage of gross domestic product, and assume that Part B participants
will continue to pay 25 percent of this amount through premiums. See 1997 Report of the
Board of Trustees of the Federal Supplemental Medical Insurance Fund, Table TILA.1.

3 Includes obligations throu gh all government health programs, including Medicaid and the
Veterans Administration. In 1987, per capita spending by people age 65 and over from
Medicaid and other government health programs was 40.4 percent of Medicare spending.
This study assumes the same relationship over the 75-year projection period. See Daniel R.
Waldo, Sally T. Sonnefeld, David R. McKusick, and Ross H. Amett, ITI, “Health Expendi-
tures by Age, Group, 1977 and 1987." Health Care Financing Review, Vol. 10, No. 4,
Summer 1989, Table 4.
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No matter what pocket the funds come out of, however, the overall burden the
elderly create for the generation of working age remains the same. To assess the
total burden, health economists at the National Center for Policy Analysis have esti-
mated elderly health care expenses borne through all government transfer pro-
grams. The results (shown in the final column of Tables I and Il) indicate that we
have effectively pledged 40 percent of the income of future workers under the inter-
mediate assumptions and almost 65 percent of workers’ incomes under the pessimis-
tic assumptions.

Clearly, we are on an unsustainable path.

THE CAUSE OF THE PROBLEM

Among the reasons the future looks so bleak: (1) women are having fewer chil-
dren; (2) people are living longer; and (3) state-of-the-art medical care is becoming
increasingly expensive.

The U.S. Fertility Rate.

In developed countries, the fertility rate must be 2.1 to keep the total population
at its current size. That is, each adult man and woman must be replaced by approxi-
mately two children.2 In 1960, virtually all developed countries had fertility rates
in excess of 2.1, and most had substantially higher rates. Since then, fertility rates
have dropped dramatically almost everywhere.

In the United States, the fertility rate is currently 1.9 and is expected to remain
below the replacement rate for the foreseeable future. In other countries, the situa-
tion is even worse. In ltaly (a Catholic country!), the rate is 1.3. In Germany, it's
1.4. Among all developed Western countries, only Ireland is above the replacement
rate.

What happens to countries that are below the replacement rate? Eventually the
population peaks and begins declining. Based on pessimistic assumptions, the U.S.
population will peak about the year 2030 and decline continuously thereafter. If this
estimate is correct, 100 years from now we will have about the same number of peo-
ple in the United States as we have today. But whereas today most people are
young, a century from now most people will be old.

Life Expectancy.

When our Social Security system was started, life expectancy for a male at birth
was only 59 years. Reaching the retirement age of 65 was viewed as an adverse con-
tingency sort of like becoming disabled. Supporting the few people who would be so
afflicted seemed easily affordable.

Today, of course, we have a different perspective. Life expectancy at birth is 72.1
years for men and 78.9 years for women. Both men and women are more likely to
reach the retirement age. And once there they can expect to draw benefits for an
increasing number of years. At age 65, men can now expect to live to be 80, women
to be 84. These numbers are projected to increase in future years.

The combination of fewer children and longer life expectancy produces an in-
creased projected burden for future workers. Whereas in 1950 we had 17 workers
supporting each retiree, today that number is 3, and the ratio could drop as low as
one to one in the next century. In that case each worker would be producing to sup-
port himself (or herself) and his family plus one elderly person. But the elderly per-
son would not be the worker's own parent. Payroll taxes would simply be dumped
in a common (Social Security) pool.

Medical Science.

As people get older, they consume more health care. Although the elderly today
constitute only 12 percent of the population, they account for about one-third of all
health care spending. By the time today’s college students reac